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UNBANKED - 
The following essay is based on testimony delivered before the Senate Committee 
on Banking, Housing, and Urban Affairs in May. Footnotes have been omitted. 
"Nearly 10 million households - 9.5 percent of U.S. households - lack the most 
basic financial tool, a bank account," according to the author. "Twenty-hvo percent 
of low-income families - over 8.4 million families eaming under $25,000 per year - 
do not have either a checking or savings account." 
- B Y  M I C H A E L  S .  B A R R  
The consequences of not having access 
to mainstream &lamia1 services can be 
severe. 
Fim, the "uslbmked" face high costs for 
bask ~ c i a l  services. Far example, a 
1000 Treasury [U.S. Treasury Depamnt] 
study feu* that a worker eaming $12,000 
a year would pay approximately 5250 
annually just to cash payroll checks at a 
check cashing outlet, @ adheion to feks for 
money orders, wire transfers, bill 
paymenrs, d other common transactions. 
Regular payments with low credit risk that 
could be directly deposited into bank 
accounts, with significantly lower pay&e~t 
'systems costs, form the bulk of checks 
cashed at phese check cashing outlets: 
nearly 80 ~ercent of checks cashed at 
check cashing outlets are regular pa 011 
govemment benefit checks. \ 
r checks, and another 16 percent are / ,i 
The costs of these basic financial , 
transactions can undermine public 
initiatives to move families from welfare to 
work, as former welfare recipients often 
la& access to the badiing system, and pay 
high fees to cash.ttreir checks. High cost 
Einancial services can also diminish the 
effectiveness of the Earned Income Tax 
Credit (EITC), a tax incentive that rewards 
work and helps bring families out of 
poveny. One survey found b t  44 percent 
of a sample of EITC recipients in inner-city 
Chcago used a check cashing service to 
cash their government refund check. EITC 
recipients, lacki~g savings or access to 
other forms of sfiort-term credit, are also 
likely to use high-cost refund anticipation 
loans. 
Second, low-income families need to 
save to cushion themselves against personal 
economic crises, such as injury or loss of a 
job, and to save for key life events, such as 
buying a home, sending their children to 
college, or entering old age, Yet low- 
I 
income families, particularly those without 
bank accounts, often lack any regular 
means to save. Bill Gale of the Broohngs 
1n;sitution has shown that, after controlling 
for key factors, low-income households 
with bank accounts were 43 percent more 
likely to have .,financial assets than 
households without bank accounts. 
Moreover, the tax system, through which 
the bulk of government savings benefits are 
provided, largely subsidizes savings for 
higher-income households. The Treasury 
Department estimates that more than two- 
thirds ol Lax expendilures for pensions go 
to houselzolcls in the LOP 20 percenl of  he 
income clislribution, while  he boltom 40 
percent gel only 2 percenl ol [he tax 
benefil. Mos~  low-income workers work 
lor firms withoul savings plans or are 
themselves not covered by such plans. 
Bank accounts can be important enLry 
poinls for the provision of regular savings 
plans for lev-income worlzers, for 
example, ~hrough payroll deduction. 
Third, the unbanked are also largely 
cut off from mainstream sources of credit 
iiecessary to leverage their hard work 
iilio financial slability. Without a bank 
account, it is more difficult and more 
cos~ly to es~ablisl~ credit or qualify for a 
loan. A Federal Reserve study found that 
a bank account was a significant factor - 
more so than household net worth, 
income, or education level - in predicting 
whether an individual holds morlgage 
loans, automobile loans, and certificates of 
deposit. Accounl ownership In and of itself 
is no panacea, however; even low-income 
individuals with bank accounts often lack 
savings, and turn repeatedly during the 
year to payday lenders, who charge on 
average 474 percent APR. Thus, strategies 
to bring the unbanked into the financial 
sei~ices mainstream need to include 
initiatives designed to increase savings for 
short-term financial stability and improve 
access to less espensive fomls of credit 
where appropriate, as, for example, with 
overdraft protection or account-secured 
loans. 
Barriers to banking 
While the financial system ~.vorlzs 
extraordinarily well for mosL Americans, 
many low- and moderate-inconze 
individuals face a number of barriers to 
account ownership. 
First, regular checking accounls may 
not make econon~ic sense for many lower- 
income families. Consumers who cannot 
meet accounl balance minimums lor a 
checking accouiil at a bank pay high 
rncnthly fees, and most banks also l e ~ y  
high charges lor bounced checks that low- 
income fanlilies with little or no savings 
race a high risk ol paying and can ill-afford. 
Financial insti~utions may also charge high 
fees for money orders or other products 
[ha1 their tjrpical cuslomers do no1 
often use. 
S~udies have confirmed that many of the 
unbanked would becoiiie "banked" if they 
found a product that worlzed for them. In 
fact, the unbanked have responded to 
accounl products tailored to  heir needs. 
For example, Banco Popular of Puerto 
Rco introduced Accesso 24, an electronic 
account, with no minimum monthly 
balance, free direct deposit, unlimited 
ATM access, and a low monthly fee. The 
bank has enrolled tens of thousands ol 
cuslomers in the product since 1995. 
Cultural issues and reluctance to use 
banks may matter, but many of the 
unbanked already use, or have used, the 
banking system. Nearly half the unbanked, 
according to one study, use banks, thiifts, 
or credit unions to cash checks, although 
the figure may be significantly lower in 
some inner-city communities. Between 48 
and 70 percenl of the unbanked have had 
an account at a financial institution at some 
time in the past. 
Second, inany unbanked persons inay 
not qualify for conventional bank accounts 
because of past problems that these 
persons have had with the banking system. 
Nearly seven million individuals are 
currently recorded as having had their 
accounts closed for prior problems, such as 
writing checks ~ i t l i  insufficient funds or 
failing to pay overdraft charges, in the 
ChesSystem, a private clearinghouse used 
by most banks to decide whether to open 
bank accounts for potential customers. 
Records of prior problems are kept in the 
system for five years, during bvhich time 
these individuals will be unable to open a 
con~rentional bank account at nlost banks, 
thrifts, and credit unions. \Vl~ile some 
individuals undoubtedly pose undue risk 
for account ownership, many potential 
custoiners could readily and responsibly 
use bank accounts. Banks could obviate 
this concern by nrorlzing with the private 
clealinghouses to better distinguish among 
types of past problems; by offering 
accounts contingent on completion of 
financial counseling; and by ollering 
electronically based accounts nith on-line 
bill paynzent or automatic money orders. 
and b~ithout clieclz-writing privileges, that 
pose little risk of overdral~. 
Third, \~rlzile many urban communities 
contain adequate iz~lmbers ol both banking 
insLitulions and alteina~ive financial 
senices providers, in some low-income 
urban ailcl rural commuizities, banks, 
thrifts, and credit unions are not as 
readily accessible to potential customers 
as such institulions are in higher-income 
areas. A 1997 Federal Reserve Board 
study found that low-income central city 
neighborhoods have fewer bank offices pel- 
capita than higher-income areas and those 
outside the central city. Similar patterns 
may persist in the distribution of ATMs: In 
New York and Lost Angeles, there are 
nearly twice as many ATMs per resident in 
middle-income zip codes as there are in 
low-income zip codes, according to 2000 
Treasury Department research. 
Fourth, financial instiiutions may be 
reluctant to expend the resources for 
research, product development, training, 
marketing, and education, necessary to 
expand financial services to lower-income 
clien~ele. Financial institutions may need 
incentives to pursue research and product 
development wit11 respect to accounts for 
low-income customers. Further market 
research would help to define the product 
needs of low-income families and esysting 
products will likely need to be modified to 
senre this clientele. 
Marketing of new products to low- 
income persons, and training of local 
banking personnel, are both critical to the 
success of any new product development, 
yet given the expense and the expected low 
returns, are often not fully pursued even 
when financial institutions decide to 
become involved with offering financial 
senices to low-income customers. If the 
unbanlzed do not know about the 
a~railability of new products and senices, 
they are not likely to seek out financial 
senices at banking institutions. If local 
banking personnel are not informed about 
new offerings, the unbanked will find il 
difficult to open accounts even where local 
branches are convenient and accessible. 
Moreover, at least for a segment of the 
low-income population, lack of financial 
education ~ i t h  respect to account 
ownership, budge~ing, sa~ ing ,  and credit 
management is a significant barrier to 
personal financial stability. The benefits of 
financial education are not likely to be fully 
captured by the financial institution, so 
such education at any scale will likely need 
to be lunded from sources in addition to 
[he linancial institution. 
Expanding access to the 
financial services mainstream 
IVhile important challenges are still 
largely in lront of us, some progress lnas 
been made in recent years in expanding 
access to Bnancial senices. The period 
1995 to 1998 marked a decline in the 
percentage of h~a7-income families wlno 
are unbanked fi-om 25 to 22 percent. This 
decline in the percentage of unbanked inay 
reflect in part strong econornic growth in 
the late 1990s that improved the incomes 
of householcls at the boiton~ of the income 
distribution for the first time in decades. 
The Treasury Department's efforts to 
increase electronic payment of federal 
benehts, pursuant in the Debt Collection 
I~nproveinent Act of 1996, has also helped 
to spur innovation in this area. Under 
Treasury's electronic funds transfer (EFT 
'99) program, direct deposit 111~0 bank 
accounts has increased as a poriion of all 
federal benefit paynents fi-om 58 percent 
in 1996 to 76 percent in 2001. This 
increase in benefit payments reflects in part 
an increase in clirect deposit to emsting 
accounts, and in part an increase in the 
percentage of benefit recipients who have 
obtained bank accounts. 
Moreover, Treasury launched the 
Electronic Transfer Account (ETA), a low- 
c o s ~  electronically based bank account for 
federal benefit recipients. Under the 
program, Treasury provicles financial 
institutions offering ETAS with a one-time 
payment o l  S12.60 per account to offset 
the costs of opening the accounts. As of 
spring 2002, nearly 600 banks, thiifis, and 
credit un~ons  were ollering ETAS at over 
18,000 locations nationxvi.de. Over 28,000 
benefi~ recipients have openecl these ETAs 
thus far, and new ETA account holders are 
bang  signed up a1 a rate of o17er 1,000 per 
month. The ETA could make faster 
progress were additional lunds made 
available for marketing ancl training. 
Anecdoially, baniis are reporting that they 
are also signing up more than three direct 
deposit relationships into regular banliing 
accounts for every ETA opened. 
More recently, a number ol banks, 
thrifts: ancl credit unions have begun to 
experiment nrlth a variety of products 
designed to serve the needs of low-income 
incli~iduals. As I mentioned, Banco Popular 
has made great s~rides in reaching the 
unbanked of Puerto Rco. In the states. 
Bani; One is esperiinellting w t i n  using a 
broader range of credit criieria for opening 
accounls. Shorebank has focused on 
bringing EITC recipients into the banking 
system. Fleet is ~vorking with a nonprofit 
organization, D O O ~ T V ~ ) ~ S  to Dreams, to 
create an Internet platforln lor low-incoine 
savers. 
A number of banking institutions, 
including Wells Fargo, have recenily begun 
to ~vorl; with the Mexican goveillnlent LO 
accept hllexicain consular iclentificatioil 
documents For Mexican immigrants in the 
United States seeking to open bank 
accounts. Similarly, recent elloi-ts to reduce 
tlne costs of sending remittances abroad, 
such as Bank of America's dual-ATM card, 
holcl promise for bringing immigrant 
communities into the banking system. 
President Bush and Mexican President 
Vicente Fox hare made progress on 
reducing the costs and increasing the 
benefits of tlne nearly $10 billion in annual 
U.S -initiated remittances to hlexico issue 
an important part ol their mutual agenda. 
First accounts 
In this regard, Treasury s First Accounts 
iniliatlve could play an important role 111 
fostering lnnovatlon by the Iinancial 
semces sectoi With the government 
helping to serve as a catalyst banks can 
harness technology to reduce costs lowel 
iisL., and delnocratlze access io hnanclal 
senqces for low-income fainilies 
Trainsact~on accounts m t h  debit cards bui 
no checks can reduce nsk to banks and 
account holders by pre~7enilng accounts 
from being oveidra-cim, lower the cost of 
processing each iransaction and increase 
the eflic~ency of ihe payments system by 
reducing papei checks, expand availability 
m~~c ln  more cheaply than blanches, and 
declease the safely nsk to low-income 
customers who cash their regular payioll 
or benefii checks and cariy large sums 
of cash 
The First Accounis initiative grew out o l  
Treasury s research on the financial selvlces 
needs of the unbankecl for EFT 99 
Treasury esiimated thai at least half of the 
10 1n1111on unbanked households do not 
receive fedeial benefii payments and thus 
would be lnellgible to open ETAS In 
addition, banks participatmg m the ETA 
program reported ihat slgnihcant numbcrs 
of unbanled persons who were not federal 
beuelit recipients had souglni to open 
ETAs; these persons are pari ol the liltely 
target inarl<et for Firsi Accoun~s. Ti-easuly 
research suggests h a t  unbanlied persons 
who do not receive lecleral benelil 
pqmenls are, on average, younger, inore 
urban, more likely to be fi-om a minoviiy 
coinmuniiy, lnave larger Camilies, and are 
more liliely to be receptive to siginiiig up 
for elec~ronically based accounts than the 
unbanlied lederal-benelit-recipient 
population. 
As initially conceived, tlze Firsi Accounts 
initiative had four main coinponei~ts: 
First Accounts. Treasury ~voulcl help 
to offset the costs linancial instituLions 
incurred in offering io\,~-cost, elecironic 
banking accounts to low-income 
individuals. 
Access. Treasury ~voulcl help to defray 
the costs of expanding access to ATMs, 
POS, Internet, or other distribution poiints 
in low-income neighborhoods with low 
access. 
Financial Education. Treasury ~vould 
support financial institution and nonprofit 
initiatives to provlde financial education 
and counseling to low-income households. 
Research. Treasury would lurid research 
inio the financial selvices needs of low- 
income individuals and development of 
financial products designed to meet these 
needs. 
The First Account initiative properly 
focuses on the need for incentives to geL 
financial institutions started in serving low- 
income households. As discussed above, 
the costs of research and development, 
new account opening, expanded 
distribution, and financial education are 
serious barriers today LO expansion oC 
account ownership. The First Account 
initiative can help io accelerate 
improvements in this market. 
Treasuiy issued a request for proposals 
under the First Account program in 
December 2001. The Department received 
231 responses from a wide varieiy ol 
organiza~ions: banks, ~hrifts, and credit 
unions; employers and labor and enlployer 
organizations; coininunity based 
organizations; state and local governmenLs; 
and others. As reporiecl by the 
Departineni, the results of the first round 
oI lunding are iinpressi\le. The challenge 
going loiward is to continue funding ihe 
First Accounts initiative at sufficieni levels 
aild for a sulficient time LO help ti-aiisfonn 
the nnai-ket for low-income financial 
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,CII lcci Onl\? \u\r'ilncu ccjrllllllllrlcr 11 ic j  
~11~.  Firit , \ c~oun t \  Inltiati\.c \trlll p r~ \~ l t l c  
1~~,1nc1'1l ~n<tltutlons ~17th ~ufflc~cnt  
lnccntl\'c to mcil;c rhc nccciianF 
In\ cqmc'nr< In rc.ic,~rch, tccli1~01oq~ 
I~ l .~ r lon i~  cl . ngci. tr:llnln,q, mnrkctlnq, and 
c c l u ~ ~ t ~ c m  ncccqi,ir)r rn SCI-\T lo\\ -Income 
Lln17,i~i kcd ;~ncl ~~ndcrI>,in kccl housch(~1cls 
~7\.c1 tlmc, ;Ii I ~ n ~ ~ n c ~ ~ i l  Instltutloni hccoliic 
c.\pc".t icnTlng the lo\i~-lnconic cuitnmcr 
icqmcnt, the ncccl for gcn,cmmcnt,il 
~nccntl\.ci n i~ !  I~cconlc 1 c ~ i  11iiportr1nt 
F;\nlis, thr-\Its, ,\nd crcdlt unloris could, 
Llnclcr the F~rst r\ccc7unts Inlllatl\7c, 
c \pu~~ i i en t  \ i . l t l i  a \\-ldc i7arlety of  
tcchn~qucs icl expand ,tcccss to the 
i~nh,~nl;ccI, ' ~nd  rn pro\idc an ~ncrcas~n,q 
r'inqc of scnlcci t ~ 7  the underhankcd Lo\\?- 
cost clectronlc tr,~ns;lct~on 'iccounts can bc 
,~ttract~\-c to tlic unh,lnl;cd ancl can be 
offered 'it re,lsonnhlc cost Ranks 1-n '~)~ \fish 
to c\penment \\.lth ,iccounts \\ith s,n7in,qs 
Ie,~turcs, lncludlng p'i)ment of lntercst or 
sepx'ite s'i\.lngs "buckets" \\7thln accounts, 
thcse fe~turcs 'ire also Ilkel!. to I7e attr'ictlve 
to the utihankcd and Ion.-cost Slni~larly, 
lo\\.-~nco!nc ~nci~\-~duals  need conIrcnlent 
'inc! 1~7\\'-c(>st means to pa), 1x11s. nuton1;ited 
nione>? orders, cmllne 1x11 pLymcnt, 
;~ltcrn,itl\,e nicL1ns of fore19 count?. 
rcmlt~,incc, and other Ion.-cost payment 
mctl~ods cLin help to reduce the cost of 
hnslc tr,ins,ictlonal senlccs for the poor 
In addltlon, the First .Accounts lnItlatl\,e 
has the potcntl~l to help spur 
lcL~plrr7q;ing" 111 t c c h n o l o ~ ~  for lo\\.- 
lncornc l~nnnclal scnqccs, In ,~n,~losous 
\\ CI>*S 10 11o\v thc Internet m d  ccllulClr 
tclcylionc teclinnlog)~ h;\\,c pcrm~ttcd 
dc\,clop~ng countrlcs to lt"ipfrog in 
~clccommun~c,~t~ons 1nfr~1stnlctur.e To offer 
feur cu,imples th,it could l7c ~~117lcctcd to 
the test of 111,11*1i~t fc,1sil~111t!~ \ \ 7 ~ t l i  
sufllc~enr Inccntl\.cs, pl-01-~cleri of the 
ncr\\.ork ~nfr,~structurc lor dc17lt Litid cred~t 
cc1lcls, or pro\.ltlcrs of l > L i ~ I i - ~ ~ f l i ~ ~  ~i~1t.1 ' nd 
~nlorrn,~tion pt-~~ccs5111g funct~nns for 1~~1nlis 
;~nd mutu,il tuncls, ma). he ~nduccd to 
cuplore \\.aj7s t l i ~ t  Io\v-~ncornc custc3mcrs 
cc~ulcl 1-w scn.ccl 13). fin:inclL~l lnstltutlons on 
ihclrcd tcclinolng~c~~l plntfornis As t ~ c c ~ s s  
to the Intcr-nct c\p,inds In lo\\.-~ncc>mc 
ct3liimunitlcs, c-rln,ince c,ln ~ncrc~~slngl \~  17e 
m ~ d c  i\7Lill,iJ~1e 10 the poc'r ' ~ t  Intel-net 
1~1OiIis Or cnlnpanlcs th,it arc c~plorlng 
\ \ ~ \ ' s  to e\p<ind the use 01 ccllul~r phones 
10 tr'insJct fln'inc'~,il scnrlccs for h1~11- 
Inccxnc cllentelc cc~uld I3c ~ n c c ~ u r ~ ~ g e d  nlso 
LC, I C I C ~ ~  cjttc LI,lcll I ell I L . \ , J ~ I I  l u l l  I,< banli~ng 
account ~ C C C S S  for the Io\+,-lncc~me market 
rhnt currentl>l utilizes pre-p'i~ci cellular 
plionci 
Thc Flrsr Accc>un~s Inltlrltl\.e c'in also 
help r ~ ,  spur empla~~cr-dn\~en (or unlon- 
dr~\ .en)  itrclte,qlcs to esp~ncl  access to 
17anl;lnq sen7ces Lnrqe emplo!-crs can reap 
i ~ q n ~ f ~ c a n t  hcnef~ti from mo\?lnq more of  
thclr \i orkers to tllrcct deposlt of pa)-roll, 
cln\.lng do\tn t hc~r  pn).roll pr~3ccsslng 
costs, IncrcLisinq the cffectl\.c take home 
p ~ y  fnr their \rorkers, and recluclnq 
prohlcms from thcl t or fraud assoclatcd 
\\.lth checks Emplo!-crs can help to reduce 
coqts for rc,~ch~nq thc~r  unbanked 
cnipln>,ces \\I th I ~nanclnl educ'~t1c7n and 
market~nq of ne\j7 products '\loreo\7er. 
man). cmpln)-crs  ha\^ alrencl~r hecome 
actl\.e In ecluc,itlnq the~r  \\-orkers ahout 
ad\-ancccl pqments  under the EITC .4t the 
sntnc tltne, financ~al nstltutlons alrcLid\. 
pro\lde Important pL1>roll and other 
I,ank~tiq senqces for emploj-ers, and some 
11,1\7c heen eypcnmentlnq 117th emplo!.cr- 
focused, dchlr-card h'ised p,i\-roll s!.stenis 
fc7r their cl~enti '  cml-rlo!,cci These 
cmpln!,mcnt rel.it~onilllpi m.l\- pnn -~dc  .l 
solld fc3undatlon lor cncc7urclqlnq cllrccr 
deposit Into In\\,-cnit clcctrnnlc h.1nkln.l 
xcoun  ts 11nd s\ item'it I' .;a\?lnqs prcyrami 
for lo\\.-~nconic \\ ~7rkers 
Conclusion 
F ~ n , ~ n c ~ a l  and tcchnoloq~cal lnncx.,1tlc7n 
h ~ s  been a hallmarli of U S flnnnc1~11 
markets Financial lnstltutlons c'in h ~ m e i s  
that lnno\.'1tion to meet the needs of ICY\.- 
Income .Amencans The First Accounts 
Inltiatl\.e 1s an Important part of cL1t;ll\.zlnq 
prnyatc sector efforts to use fin.1nc1al ancl 
technological proqrcss to t ' \ ;p~nd '~ccess 1c7 
flnanclr-ll sen71ccs lor lo\i7- , ~ n d  moclcr~~tc- 
lnccmie fanill~es B!. helping these f~n i~ l i c s  
to enter the f~nanclal sen-~ces m a ~ n s t r c ~ m .  
Flrst .4ccounts and related lnltl,iti\.es cnn 
help to transform flnanclal senlies for Ion-- 
Income persons Such a tmnsformat~c~n 1s J 
lie\- to pr~7motlng sreatcr esonomlc 
~~ppor tun l t~es  for lon--income conimunltles 
In the r\\.cnt>--first ccntun- 
